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Special Phases of an Automobile Financing 
Company Audit 


By ROBERT 


(Cleve 


Problems of a peculiar nature are 
encountered in an audit of the ac- 
counts of a company engaged in the 
financing of automobile — sales. \ 
knowledge of the development of the 


the 
which it is surrounded is necessary to 


business and circumstances by 


an understanding of these problems 
and the importance of their correct 
solution. 

In the spectacular development. of 
the automobile industry the business 
and financial world lost sight of, or 
discerned but hazily, the equally rapid, 
if somewhat less spectacular, develop- 
ment of the business of financing the 
f automobiles. As a result, this 
upstart in the banking family grew un- 
noted and unattended from infancy to 
gangling youth. 


sale 


Growing pains and 
awkwardness were the result. 

bankers viewed it at 
first with distaste, then with distrust, 
finally with acclaim. As a result of 
the activities of the automobile financ- 
ing companies, the average citizen was 
future the 
purchase of a “flivver” with greater 
than he could finance the pur- 
chase of a home. 


Conventional 


able to mortgage his for 


ease 


The resulting expansion of the auto- 
mobile market was accompanied by a 
similar expansion in all kindred in- 
dustries. 

f special interest to the financial 
world was the ease with which the en- 
tire automotive industry was financed 


as a 


\\V ARREN 


the sales 
Ordinarily, in 
the case of a business such as this, the 
bankers had been called upon to ad- 


the work of 


companies. 


result ol 
financing 


vance funds against finished goods in- 
the either the 
manufacturer or retailer, in addition 
to financing the manufacturer during 
With the 
automobile industry, however, the fin- 
ished product was immediately con- 
verted into cash and bankers were re- 
lieved of the necessity of financing, in 
the first instance, this conversion. 
Realization of this fact translated 
distrust of the automobile financing 
company into confidence. Automobile 
“papers,” or automobile 
financing companies, secured by the 
notes of the purchasers of machines, 


ventory, in hands of 


the process of manufacture. 


the notes of 


came to be looked on with increasing 
favor as an investment for bank funds. 
The larger financing companies issued 


short term collateral trust notes and 
the varied maturities of these notes 
recommended them to banks with 


funds available for temporary invest- 
ment. 

The bonding companies entered the 
held next. For a premium or per- 
centage of the average amount of the 
notes payable, they furnished surety 
on the notes of automobile financing 


companies whose financial condition 
was satisfactory. This additional 
surety enabled the financing com- 


panies to secure even more favorable 











terms and conditions for the refinane- 
ing of its loans. 

This condition of easv and favorable 
credit produced the inevitable result. 
Practically unrestrained 
entered the field. 
bile organized 
own finance companies ; 


competition 
The larger automo- 
manufacturers their 
smaller com- 
panies consolidated into larger ones 
and new companies were organized in 
every part of the country. 

The [Interest 


fees were reduced 


next step was natural. 


rates and brokerage 


and terms were made more lenient. 
Where the time of the purchaser’s 
notes had been eight months, with 


33.1/3% of the list price paid in cash, 
twelve month and finally eighteen and 
twenty-four month paper came into 
existence. as low 
Furthermore, 
in order to attract the co-operation of 
the dealer, notes for 


Down payments of 
as 10% were accepted. 


new cars, and in 
some cases for used cars, were taken 
without recourse on the dealer. 
Meanwhile the banks raised no ob- 
Resting on the time honored 
assumption that all is well with any 
business whic* adequately protects the, 
banks, they accepted, and are still ac 
collateral on their loans, 
which no recourse could be 


jection. 


cepting, as 
paper on 
had on the retailer; on which the low 
down would that, 
with normal depreciation, the car given 


as security would be 


payment indicate 
worth less than 
the unpaid portion of the note after 
a few months; and the final liquida- 
tion of which was deferred to a point 
prior to which depreciation and ob- 
solescence would leave the 
tically 

Che 


ning to be 


note 
chattels. 


prac- 
unsecured by 
etfect of is begin- 

felt. Intelligently managed 
financing companies are beginning to 


this } icy 


restrict 


the volume of their loans and 
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surety lenient. 
Bankers are withdrawing or reducing 
credit and murmurs of 
tion” “unsound 


being heard. 


companies are less 


lines “intla- 
ancl economics are 

Discussion is rife as to the economic 
good or ill that from install- 
ment sales in general, and the deterred 
payment plan of purchasing automo- 
biles in particular. No attempt will 


results 


be made here to enter into that dis- 
cussion. Business statisticians and 
economists have reviewed the = situa- 


tion and sounded the pean of praise or 
tocsin of alarm to a degree that makes 
any argument here as presumptuous as 
it would be futile. 

Rather, it will be attempted to point 
out factors that increase the evils, if 
any, of automobile financing as it is 
carried on today, as well as those that 
reduce the ills and tend to produce a 
generally salutary effect. 

Economic ills have a habit « 
remedying themselves. It is a 


i 
safe 
prediction that the next period of con- 
stricted money may bring grief to a 
large number of financing concerns. It 
is equally safe to predict that those 
companies which are checking their 
operations closely and avoiding, even 
loss of volume, practices which 
unduly increase losses, will 
the storm and enjoy greater prosperity 
in the calm follow. As 
early as May the Chair- 
man of the Board of a large finance 
company said: 


at a 
weather 


will 


1925, 


which 


“For some two years there has been, 
and for the next several years there will 
continue to be, a gradual process of 


elimination which will ultimately benefit 
the strong and we 
Many of the smaller companies 
found or finding that: the profits 
are not as alluring as they had thought; 
that competition is that 
volume is that 


ll managed companies. 
have 
are 


large 
eternal 


1 
Keen ; 


necessary; and 








vigilance is the price of satety in the 
business.” 

\t the risk of triteness it can be 
said that under such conditions the 
public accountant has an opportunity 


for an unusually valuable service, both 
to his chent and the public. lf his 
service consists merely in the verifica- 


tion of assets and* liabilities, in the 


more or less conventional sense, much 
of the opportunity will be lost. The 
assets must be verified in the light of 
existing circumstances in the business. 
Operations must be investigated to de 
termine and irrefutablv illustrate to 
the chent and its creditors the causes 
results. 


of any untavorable 

The assets and liabilities of a financ- 
ing company requiring investigation of 
a character not usually accorded sim 


ilar assets and habilities are: 
Cash 
Notes Receivable 


Repossessed Car Inventory 
Deferred Charges 
Deferred Credits 


Cash: Cash should be particularly 
investigated to determine whether it is 
held as security tor the creditor or 
surety, rather than as a free balance. 
“specially where a surety company is 
used as additional surety on loans, it 
will be found that moneys apparently 
carried as time deposits by the client 
are for the protection of the surety to 
whom the certificate of deposit is en- 
dorsed. 

It is the general practice in the busi- 
ness to borrow money on notes for the 
security of which vendee’s notes are 
pledged as collateral. However, in 
some cases, the vendee’s notes are dis- 
counted. In event, the finance 
company is generally appointed col- 
lection agent and collects the proceeds 


this 
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of the notes. Where this condition 
exists, care should be exercised to de- 


termine that the funds collected for 
the banks are properly accounted for 
and not treated as company funds. 


Notes Rece Ivable z Notes 


able of an automobile financing com- 


Receiv- 


pany purport to be secured by a lien 
on an automobile. The character of 
the lien varies in the several states. 


Generally it is a chattel mortgage, lease 
or conditional sales agreement. 
event, the 


In any 
receivable should be 
investigated in a sufficiently represen- 


notes 


tative quantity to determine the exist- 
ence of a lien and its validity. 

The policy of the company with 
respect: to completion of the lien by 
recording or with the 
proper public official should be deter- 
mined. In case failure to properly 
and promptly protect. its 


reel stering 


interests 1s 
discovered, a detailed investigation of 
the notes and a segregation of those 
unsecured through failure to 
should be made. 
important 
plan” of 


record 
This is especially 
where the so-called “floor 
financing or financing the 
stock of a dealer is undertaken by the 
company. Otherwise an unscrupulous 
dealer could dispose of an entire stock. 
of automobiles without properly dis- 
charging the lien of the financing com- 
pany and the latter would 
recourse on the vendee. 


have no 


While it is not suggested that the 
accountant should pose as final legal 
authority on the validity of a given 
lien, as against third parties, it is diffi- 
cult to see how he can issue a balance 
sheet, the largest item of which is “se- 
cured notes unless he is 
qualified to determine whether there is 
actual security. 


recel val le,” 


In the case of one company holding 
notes of motor bus operators, for in- 

















stance, for several hundred thousand 
the the the 
debtor required that the authority of 
the Public Utilities Commission had to 
the 


utility of liens on equipment the pay- 


dollars, law of state of 


be secured for issuance by a 
ment of which extended over a period 
The notes 
were pavable in eighteen 
four months and as the re- 
quired authority had not been given a 
valid lien on the equipment as against 
third parties did not exist. 


longer than twelve months. 
in this case 
to twenty 


\nother question to be determined 
is whether there is adequate protec- 
tion against loss of the chattel through 
theft. Most financing com- 
panies require that the insurance be 
purchased through them. This insur- 
ance is then placed with an insurance 
company. In some 


fire or 


cases financing 
companies carry the insurance them- 
selves either through reserves or in a 
subsidiary insurance company. 

[t is the duty of the auditor to de- 
termine and comment upon whether 
the insurance protection is adequate. 
[f this protection is provided by other 
than well rated companies, adequate 


comment should be made. 


The 
auditor should secure a detailed sched- 
ule of the repossessed car inventory. 
Model, date of original sale and en- 
gine number of each car should be 
listed. Such of these cars as are stored 
at a central point should be inspected 
and condition noted. Cars that are at 
scattered points for disposition should 
be verified by correspondence. 

While the auditor can not be ex- 
pected to act as an appraiser of used 
cars, he should carefully scrutinize the 
inventory value of each car. Probably 
the easiest way to verify pricing is by 
comparison with the Standard Used 
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of this 
obtained, if 
from the company under review, from 
an automobile dealer. 


Car Market Report. A 
publication 


COpV 


can be not 


unusual to find that re 
possessed cars have been inventoried 
at “cost.” That is to where it 
hecomes necessary to repossess a car 
because of failure of the debtor to dis- 
charge his liability, the entire amount 


It is not 


say, 


of the unpaid balance due on the notes, 
plus cost of repossessing, is charged 
to the repossessed car account and the 
car is carried at this cost regardless of 
its actual resale value. In some cases 
cars which were repossessed after ac- 
cidents had rendered them little more 
than junk carried at the 
so-called value. In another 
case, cars which could not be located 
by the finance company, but on which 


have been 


“cost” 


the lien had been foreclosed, appeared 
in the inventory at cost. Investigation 
sufficient to disclose such errors should 
be conducted. 

In connection with the inventory of 
used cars it should be noted that no 
automobile financing company can be 
expected to collect 100% of its notes 
receivable without recourse either to 
the chattels by which they are se- 
cured or to the dealer who endorsed. 
Hence, rarely, if ever, can a company 
be expected to find itself without re- 
possessed cars or balances due from 
endorsing dealers. 

Absence of a repossessed car inven- 
tory should put the auditor on notice 
that overdue paper or accounts against 
dealers are included among the notes 
receivable. With one company, for 
instance, which purchased a_ large 
volume of paper from certain dealers 
with recourse, it was the policy, where 
the debtor defaulted on notes, to allow 
the dealer either to repossess the car 
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and postpone liquidation until he had 


resold it: or to carry the note as a 


receivable against the original debtor 


and charge the monthly installments 
against the dealer as they become due. 

In any event in the abserce of a re- 
possessed car inventory, the method of 
foreclosing should be investigated and 
upon to 


questionable 


commented such an extent 
that may be 
brought to the attention of interested 
parties. 

Deferred Charges: It is not 
usual for 


practices 


un- 
an automobile finance com- 
pany to defer expense in connection 
with the repossession of cars until the 
car repossessed is ultimately sold. As 
mentioned above, such charges may be 
incorrectly included in the inventory 
valuation of the car; or they may be 
treated as deferred charges. 

It is probable that such charges will 
in most cases be found to be improp- 
erly deferred. They should be care- 
fully investigated especially 
where they increase the repossessed 
car inventory beyond its market value, 
should be charged as expense to the 
period in which incurred. 

Deferred Credits: Many finance 
companies credit interest and broker- 


and, 


age to current profits in spite of the 
fact that they are earned and realized 
only as the notes are paid. 

The more conservative practice is 
to defer these credits over the period 
of the notes. As brokerage, however, 
is generally not rebated when the notes 
are paid before maturity there are 
valid arguments for carrying the 
amount thereof to current profits. 
Where no cognizance is taken by the 
company of deferred credits, it may be 
found impracticable to exactly com- 
pute them. 

If the operating period is a full 


NS Oe 
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year, the monthly volume fairly uni- 
form and the notes purchased mature 
within one year, a satisfactorily ac- 
curate provision for deferred credits 
computed by multiplying the 
amount of the unmatured notes by 
one half of the total rate per cent of 
interest and brokerage. If the com- 
pany has been in business less than a 
vear, or the monthly volume has not 
been uniform, the percentage 
mined can be increased or 


can be 


deter- 
reduced to 
reflect the different conditions. 

[f for amount of 
unearned reserved, 
adequate notation to this effect should 
be made in the surplus caption on the 
balance sheet. 


reason the 
interest is not 


any 


Reserve for Losses: Ystimating an 
adequate reserve for losses on receiv- 
ables, at best no easy task, is especially 
difficult in the automobile 
paper. Past experience is not a re- 
The current condition 
notes is an untrustworthy 


case of 


liable criterion. 
of the 
guide. 

\utomobile finance companies are 
subject to three types of losses in con- 
nection with the liquidation of their 
receivables. 


These losses arise from 


the following causes: 

1. Conversions or the illegal dis- 
position of the car by the debtor or 
its removal to parts unknown. 

2. Fraud or misrepresentation on 
the part of the dealer, and 

3. Inability or unwillingness of 
the debtor to meet his obligation. 
Losses through conversions may be 

insured against with certain insurance 
companies and many financing con- 
cerns so protect themselves. Where 
no insurance is carried against this 
type of loss, a reasonably accurate re- 
serve can be estimated by multiplying 
the number of outstanding loans by 














the prevailing premium. On the whole, 


an allowance of $3 per car will 


gen- 
erally be sufficient. 

The second type of loss, that result- 
ing from fraud on the part of the deal- 
ers, is not frequent, but, is expensive 
when it Conditions in the 
business have been favorable to the fly 
by might dealer. It 


occurs. 
is relatively easy 
for him to arrange fradulent sales, sell 
for cars that do not exist or at 
If the com- 
pany does floor plan financing or the 


rotes 


least have not been sold. 


financing of dealer's stocks this type 
of loss is more probable. 

Provision for this type of loss 1s 
difficult to estimate with any degree 


of accuracy. The credit department’s 
method of investigating dealers should 
he investigated and its policy with re 
spect to investigating paper offered for 
discount should be determined. Laxity 
in these will result in dis- 
aster and should be pointed out so that 


losses may be prevented. 


respects 


In estimating a sufficient reserve for 
probable losses from the third cause, 
defaulting debtors, past experience and 
the current condition of the paper as 
to past due items is of little assistance. 
Losses of this type will be found to 
depend to a large degree upon the fol- 
lowing factors: 


1. The policy of the company with 
respect to the amount of down pay- 
ment required. 

2. The ratio of used cars to the 
total number financed, and 

3. The character of investigation 
accorded by the credit department to 
the vendee whose pur- 


notes are 


chased. 

[If a company accepts paper regard- 
less of the amount of down payment, 
purchases used car paper indiscrimi- 
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nately and does not carefully investi- 
eate certain 


to be greater than those of a more con- 


the debtor, its losses are 
servatively managed company. — For- 
tunately companies which accept paper 
in this hecoming f 
but, it that two of the 
larger finance companies operate in this 


nNanner are lewer, 


is noteworthy 


Way. 
Probably the best 
problem of 


approach to the 
determining an adequate 
reserve for such losses is by way of a 
into the com- 
pany's experience viewed in the light 
of conditions under which the expe- 
occurred. Application of that 
experience to current paper with due 
consideration 


thorough examination 


rience 


to any change in con- 
ditions will result in an approximately 
estimate of what the future 
losses will be. 


correct 


It is to be expected that the deter- 
mination of this reserve is a more dif- 
ficult problem during the initial period 
j subse- 
quent audits a comparison with con- 


of a company’s activity. In 


ditions at the time of former engage- 
ments is possible. 

During the initial audit a provision 
based upon an arbitrary percentage of 
volume will of necessity have to suf- 
fice. The outstanding receivables, how- 
ever, should be carefully reviewed, the 
amount in arrears noted and the provi- 
sion for losses adjusted accordingly. 

At the same time certain statistics 
should be compiled which will not only 
form a basis of comparison in subse- 
quent years but will be information of 
present value to the client. 

In the first place a test check of a 
number of notes receivable, sufficient 
to be typical, should be made to deter- 
mine the following: 


1. Percentage of 
financed. 


passenger cars 
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2. Percentage of commercial cars 
financed. 

3. Percentage of new cars 
financed. 

+. Percentage of used cars 


financed. 
5. Average period of payment. 
6. Percentage of average cash 
payment to total list price of cars 


financed. 


\ schedule ot experience should be 
prepared showing the ratio of losses to 
volume of loans, the ratio of reposses- 
sions to cars financed and the ratio of 
losses to outstanding receivables. 

With these data at hand, computa- 
tion of the reserve for losses becomes 

matter of mathematics. It will 
enerally be found that the number of 
average loss 
direct 


repossessions and the 
thereon will increase in ratio 


with the increase in percentage of used 
nd commercial cars financed and in 
nverse ratio with the average amount 
That is to say that, 


and com- 


of cash payment. 
as the percentage of used 


mercial cars increase, the losses in- 
crease, as the percentage of cash pay- 
the losses decrease. 


illustrates the 


ment increases, 
The 


obove statistics can be used to estimate 


following how 


the reserve for losses: 


Number of loans at 

the beginning of the 

vear 2,500 
Number © of 
during 


loans 


made the 


vear 
6,000 
Outstanding loans at 
the end of the year 3,000 
Loans liquidated dur- 
ing the year ...... 3,000 


~s 
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Repossession = during 


(NE VOAT ck easyeds 300 
Ratio of repossessions 
to loans liquidated 1 to 10 
lLosses on reposses- 
sions ee eer ee ee $9,000 
\verage loss per re- 
possession Aare ae rae daitalee $30 
Test CHECK 
Beginning End 
of Year of Year 
Passenger Cars. 97% 80% 
Commercial 
aye: cco os 3 20 
New Cars 75 65 
Used ‘Cars .... 25 30 
\verage period 
of paper 11 mos. 12 mos. 
\verage cash 
payment ..... 35% 25% 
By applying the ratio of reposses- 


sions to the number of loans outstand- 
ing at the end of the vear the estimated 
number of repossessions to be expected 
thereof is deter- 
mined to be The test check re- 
veals that the company has adopted a 
less conservative policy with respect 
to down payments in spite of the fact 
that it is financing an increasing per- 
on which the 


liquidation 
300. 


in the 


centage of used cars 
down payments should be larger. 

In the above case there was a reduc- 
tion of 10% in the average down pay- 
The average loss on reposses- 
The 


percentage of down payments being 


ment. 
sion during the vear was $30. 
reduced, the proportion of used and 
commercial cars having increased, the 
average repossession loss in the future 
will increase and an allowance for the 
increase should be included in the re- 
serve to be provided. 

It may be argued that this method 
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of determining a reserve for losses, at 
best 


be impractical. 


an estimate, is so involved as to 
This would be a valid 
the has no 
higher conception of his duty than the 
preparation of a sheet with 
conservatively estimated reserves. 


objection if accountant 


balance 
1 
aesires to 


the 
client. he finds a splendid opportunity 


If, on the other hand, he 
render a constructive service to 
in the compilation of these statistics. 
enabled to 
and forestall 
dencies to abnormal losses. 


By their use the client is 
foresee danger teni- 

Phe accountant who is awake to his 
opportunity will find other facts which 
can be developed to the profit of his 
client. Among these is a statement of 
by communities. 
Invariably it will be found that notes 


purchased 


losses bv dealers and 


from certain dealers and 
certain communities show an abnormal 
In some cases further 
investigation may develop that the un- 


usually 


ratio of losses. 


unprofitable dealer’s business 
is the result of an abnormal percentage 
This may or may not 
be due to the particular dealer selling 
his less notes to the client 
while his “prime” paper goes to 
another company. In any event the 
information is valuable to the client. 
The automobile 
is still in its infancy. 
is still 
methods. 


of used cars. 


desirable 


financing business 
The transition 
towards more conservative 
During the last year espe- 
cially a much more conservative policy 
has been adopted by the business in 
general, but much is still to be desired. 
In particular it must be noted that any 
credit arrangement is unsound in 
which all who enjoy the benefits of 
the credit do not bear a proportionate 
share of the liability. 

In the case of automobile financing 
the automobile dealer, whose business 
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interest in 
the discharge of the liability. 
the the 
pany purchases the vendees note with- 


is financed, has no direct 
He sells 
car, automobile finance com- 
out recourse and the dealer pockets 


his profit without immediate concern 


as to the ultimate payment of the debt. 
The abuses that resulted were to be 
lhe 


more of a 


expected. successful automobile 


dealer is salesman than a 
credit man. 


interest in 


When he has no pecuniary 
the collection of 
price of the car, it is but human nature 


the sales 


for him to be optimistic regarding the 
purchaser's ability to pay. 

who 
have recently shown signs of alarm 
at the amount of installment buying 
are largely to blame. 


Strangely enough the banks 


They evidence 
no interest in whether notes offered as 
collateral for loans by finance 
panies are with or 


on the dealer. 


com- 
without recourse 
One Vice President of 
a large metropolitan bank stated that 
recourse on dealers added nothing to 
the paper as the average automobile 
little 
While this is true, and, while 
limiting loans to paper with recourse 
on the dealer would have little effect 
on the finance company’s losses at the 


dealer's endorsement was of 


value. 


outset, the permanent effect would be 
most beneficial. 

The fly by night dealer, who must 
make sales to survive, who gives un- 
sound trade-in allowances and sells to 
anyone who will buy, would soon be 


swamped with repossessed cars. His 
exit from the field would be speedy. 
The better dealers, with their own 


money at stake, would, it may be 
assumed, exercise greater care in the 
selection of customers. 


The resultant benefit would accrue 


not only to the finance companies, but 
the 


the elimination of poor dealer 
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would eliminate competition which 


places exorbitant values on trade-in 
ars and renders the legitimate deal- 
er’s business less profitable. 

\s a matter of practical operation 
the requiring of dealer endorsement on 
all automobile paper may never become 
finance com- 


the accepted policy ot 


panies. This is probably due chiefly to 
the fact that the better managed com- 
panies, with adequate facilities for in- 
vestigating the credit of vendees, are 
predicating their rates on no recourse 


paper. 

That the trend has been away from 
no recourse paper, however, is indi- 
cated by the action of the National As- 
sociation of Finance Companies. This 


association, whose membership includes 
100 of the leading finance companies, 
is on record as recommending that en- 
dorsement or repurchase agreement by 
the dealer be required on used car 
paper. 

l‘urthermore, the large finance com- 
panies are using more and more the 
so-called repurchase agreement. Under 
the terms of this agreement, the dealer, 
instead of unconditionally endorsing 
the paper, agrees to purchase all cars 
sold) by him) which repossessed 
under the dealer paying the 
finance company the balance due plus 


are 
liens, 


accrued charges. 

\n indication that the finance com- 
panies and are expecting 
public accountants to accept their 
opportunity is indicated by the accom- 
panying questionnaire. It is the form 
prepared by the National Association 
of Finance Companies. Commenting 
on it in his address to The Association 
of Reserve City Bankers, Mr. A. E. 


bankers 


Duncan, Chairman of the Board of 
The Commercial Credit Company, 
said: 


M.JOURN 


( 


\ JUESTIONNAIRE TO BE 


A L. 9 


“Personally, were | a banker, I would 
not lend a dollar to any finance com- 
pany that did not submit to me at 
regular periods a report by certified 
public accountants satisfactory to me 
and also answers in writing to the 
aforesaid questionnaire. 

‘Those bankers who do not require 
and obtain such certified balance sheet 
and answered questionnaire from every 


one of their finance company customers 
later will likely regret their 


sooner 


neglect.” 

SUBMITTED TO 
COMPANIES BY THEIR 
SANKS 


FINANCI 
DEPOSITORY 
1 What amount, if any, of your as- 


sets represents investments in or 


loans upon security of bonds, 

stocks, real estate, mortgages, notes 

of stock holders, or subscriptions 
to capital stock of your company or 
of any other company? 
a Serer errs 

2 Have you charged off all bad and 

doubtful assets ? 

3 Have you pledged or 
any of your 

If so, explain fully. 

+ Have vou any contingent liabilities 


Explain 


~~) 


very 
discounted 
other 


receivables or 


assets ? 


upon notes, receivables redis- 
counted, endorsements or guar- 
antees. If so, explain fully. 

5 What was your maximum. total 
liability within the past year upon 
loans, rediscounts, guarantees, and 
acceptances! $y... sccm saue 

6 Do you at all times maintain with 
your Trustee, if any, the amount 
of collateral required under your 
Trust Indenture? 

7 To what extent, if any, do you re- 


new or extend payment of motor 
vehicle wholesale or retail or other 
installment paper? Explain fully. 
8 Do you carry automobile Fire and 
Theft Insurance with Independent 
Companies or with Insurance Com- 
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panies afhliated with your com- 


pany ? 

lo what extent, if any, do you ac 
cept automobile retail monthly in- 
stallment time sales paper covering 
new or used passenger cars for in- 
dividual use: 


a Maturing longer than twelve 
months ? 
bh \Vhere the last monthly install- 


ment is larger than the previous 
installments ? 

Where the minimum down pay- 
ment on new cars is less than 
cash or 
thirty per cent. of the time sell- 
ing price at point of 


including extra equipment ? 


one-third of the 


delivery, 


Where the minimum down pay 
than 
either forty per cent. of the cash 


ment on used cars is less 


or thirty-seven per cent. of the 


time selling price at point of de- 


livery, including extra  equip- 
ment ? 
10 What amount of your present 


assets 


represents ¢ 

a Unpaid installments (automobile 
retail or other installment paper ) 
more than sixty davs past due 
according to ORIGINAL terms of 
RUNG Fiona: aid, atetwisaisetns 

b Repossessed cars in possession 
of: 
(1) Your company? No 


SERA ee a 
(2) Dealers, who are respon- 
sume theretor, Noi ..ccedswiececs 
eee 5 

¢ Automobile retail paper without 


endorsement or repurchase 

agreement of dealers? $....... 

11 Give approximate respective 
amount of outstandings covering: 


Passenger cars $......, trucks 
Res. Ges motor buses $......, 
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"Pamienns: Bz...<-.6x'g wholesale au- 
accounts 
and install- 
ment paper other than automo- 
bile paper? $ 


tomobile paper S......, 
receivable $......, 


12 Give names of principal makes of 
cars vou finance at wholesale. 
13 When do you include your finance 
charge in your earnings: 
a Only pro rata monthly as to cash 
outstanding, as and when earned ? 
\t time of 
serves for interest, overhead and 


purchase, less re- 


losses ? If SO, specify such re 
Serves. 
c léntire time of 


amount at pur 


chase? 

‘rom what has been said regarding 
the development of statistics pertinent 
to the client’s business, it can readily 
be seen that the accounting svstem of 
an automobile company 
should be particularly suited to the 
business. 


financing 


Not only must it produce 
correct records of financial transac- 
tions, but, to best serve its purpose it 
must so record transactions that per- 
tinent statistics currently compiled are 
made readily available. The number 
of cars financed, the ratio of used and 
new cars financed and the number and 
amount of facts which 
the accounting system of a well man- 
aged financing concern should present 
daily. 


arrearages are 


\utomobile financing is a relatively 
new business and seemingly account- 
ing systems as rare. 
faulty procedure will 
result in more efficient and economical 
methods and in addition will provide 
more effective and detailed statements 
of operating facts, the use of which 
makes management a matter of judg- 
ment rather than luck. 


described are 


Correction of 
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Some Phases of Accounting Investigations for 
Refinancing, Consolidations or Mergers* 


By WaLtrer A. STAUB 


lederal income taxes 
thought to have lost their importance 
that the 


no longer in 


for business, now heavy 


taxes are force, 
realize that even at the 
between a 


prohts 
vet, when we 
time and 


an eighth of the net income of every 


present seventh 


business corporation is being taken in 
that 
statement of 
condition or in a statement 


federal income tax alone, we see 
it is a vital element in a 
financial 
of earnings. 

| venture to say that, if prior to the 
war, anvone had been rash enough to 
suggest taking any such proportion of 
corporate incomes in federal taxation, 
and had it been thought that it was 
seriously contemplated, or that in a 
few years it would actually be done, 
the impression would have been wide 
spread that the country was rapidly 
Yet, 


we are accepting it as a more or less 


approaching a socialistic state. 


settled policy as far as the national 
government is concerned at this time. 

In addition, when as accountants, 
we are dealing with income taxes, we 
have to consider not merely the cur- 
rent taxes, but, in some cases will find 
the taxes for past vears to be an im- 
portant factor in the financial position. 

Only this past week in connection 
with an examination that my firm was 
making for refinancing purposes, the 
hankers asked us to give them not 
merely a certification of the balance 
heet, which we would have given in 
due course in any event for publica- 
tion in the prospectus, but also a letter 
* Based on an _ address before the New York State 


Society of Certified Public Accountants on No- 
vember 8, 1926. 


might be 


directed to the bankers stating our 
respect to the tax 
liability of the company that had been 
under \e 
to state particularly whether or not we 
that there prospect of 
material amount of additional 


conclusions with 


examination. were asked 


helieved was 
any 
taxes of 
prior years which might have either 


assessment because of the 
been examined by the Treasury and 
have been under discussion with it, or 
for years which might not as vet have 
been even examined by the Treasury 
Department. 


Effect of Taxes on the Balance Sheet 


The tax liability in the balance sheet 
One is 
the liability for the assessments which 


falls into two general classes. 


may have been made in the current 


vear and which are to be paid in 
ordinary course, but which, because of 
the use of the instalment basis, may 
not yet have been paid at the date of 
the balance sheet. Of course, 1f the 
halance sheet is at the close of the fiscal 
vear of the company, there ought to 
be no unpaid instalments, but under 
the 1926.Act it is feasible not only to 
get a special extension in case of hard- 
ship resulting from a deficiency assess- 
ment, for which provision was made 
in the prior act as well, but also to get 
an extension up to six months on cur- 
rent instalments. The latter would 
hardly be availed of excepting in the 
case of a financially weak company. 
It has been my observation, and I 
assume that of many others here, that 
it is in the case of the financially weak 
company that we especially have to 
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watch all the different angles and 
loopholes whereby liabilities might be 
omitted from the books or that in some 
other the financial position 


way or 
completely reflected in the 


Is not 
accounts. 

\lmost invariably one finds that the 
practice of profitable and successful 
concerns is different. 
is that 


tices 


My own opinion 
conservative accounting prac 
management 
The manage 


and good business 
very often go together. 
that 


as they are and doesn't try to pull the 


ment continually faces conditions 
wool over its own eves is likely to be 
both the one following conservative 
practices in its accounts and the one 
which is getting satisfactory business 
results 

It is important to see that any un- 
paid instalments are reflected in the 
accounts or in the balance sheet which 
is to be certified, and also that provi- 
the accrued tax on 
the current year for 
which a return has not vet been made, 
due to the fact that returns are not due 
until 
the fiscal vear of the company. 


sion is made for 


the earnings of 


some months after the close of 
If the 
balance sheet is being made at a date 
other than the close of the fiscal year, 
there tax accrued on 
profits earned during the current year 
the tax 
liability however, do not as a rule give 
the accountant much trouble. By 
referring to copies of the tax returns 
on file, by looking up the instalments 
already paid, if he deems it 
necessary, by communicating with the 
local Collector of Internal Revenue 
through the client, he can ascertain to 
satisfaction the amount of tax 
which should appear as a liability on 
account of the current situation. 

The real difficulty usually arises in 


may also be 


to date. These elements of 


or, 


his 
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connection with possible adjustments 
that may eventually become additional 
some 


assessments, particularly as 


three, four, or five vears, or sometimes 
even six years after the return has 
been made, the Treasury may deter- 
mine that there is a large additional 


tax which ought to be paid. 

[ think that when our profits taxes 
were first imposed back in 1917 and 
1918, it took the bankers a little time 
to realize that here was a new element 
in the financial situation that called for 
their careful consideration. In 
fact, a time didn't 
make any provision in their balance 


very 
some concerns for 
sheets for the tax payable on the 
b the [ 
which the balance sheet was being 
stated, their argument being that, due 
to the tax payments being spread over 
the following the tax 
actually being paid out of the follow- 
think 
it is generally agreed by accountants 
that that is a fallacy, and that the tax 
the 
income 1s 


income of the year at close of 


year, Was 


ing vear’s income. However, | 


same period in which 
Bankers now 
take a view of the possibility 
of additional tax 
particularly those going back to the 
profits tax years. When you realize 
that in some cases the additional taxes 
proposed have amounted to some mil- 
lions of dollars for two or three years, 
you see the seriousness of that element 
in considering a financial position. 
The question is: how far the 
accountant ought to go, and what he 
can determine what the real 
liability is in a case of that kind. My 
own feeling is that this is an item or 
element in a financial statement about 
which there is no one better qualified 
to examine into the facts and express 
an opinion upon than the account- 


accrues in 
the earned. 
serious 
for 


prior years, 


do, to 
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nt. Wherever it is feasible to do SO, 
| think the accountant ought himself 


@ examine the situation and determine 


whether in his opinion there is any 
likelihood material amount 
idditional tax being assessed. 


of a of 
Sometimes the accountant may run 


t 


into a situation where his instructions 
limit him somewhat as to what he may 
do in that connection, The client may 
feel that. the matter of the taxes be 
ing in the hands of legal counsel, the 
accountant should be satisfied with an 
opinion of counsel 


bility. or 


as to the proba- 
of additional 
taxes for prior years. That might be 
all right if all lawyers were qualified 


otherwise any 


to deal with income tax problems, but, 


as we know, a great many lawyers 
prefer not to deal with tax problems, 
presumably because they have either 
not had the accounting training essen- 
tial to the proper grasp of the subject, 
they do not want to enter 
into the degree of specialization which 
the subject requires. 


or because 


[ noticed a rather interesting para- 
graph that has 
on the 
balance sheet of one of the largest cor- 


in a_ certification 


appeared for several years 


porations in the country. 
graph reads thus: 


The para- 


“We have verified your provision for 
current Federal tax liability but have 
made study of the which 
vou have established as sufficient to meet 
any tax adjustments applicable to prior 
years since the corporation has a special 
department to handle such Federal tax 
matters.” 


no reserves 


This qualification indicates the con- 
iction that the firm of accountants 
which drafted it feels, and the convic- 
tion which I share, that wherever there 
is either serious question, or a total 
inability on the part of the accountant 
(whether by limitation of his examina- 
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tion or for anv other reason) to deter- 
mine to his own satisfaction the extent 
of the probable or possible liability for 
taxes for earlier years, a qualification 
should appear. 

\ procedure which has been resorted 
in 


to we have done it in 


our own office on a number of balance 


some Cases 
sheets where there has been additional 
tax proposed by the Treasury Depart- 
ment, but the outcome is uncertain 
is to make a note on the balance sheet 
indicating the proposed tax as a con- 
tingent liability. It is hardly fair to 
ask a client to set up a direct lability 
for a tax merely threatened by the 
Treasury Department, unless one is 
absolutely satisfied that most or all of 
it will have to be paid eventually. 

[ presume most of us have had suffi- 
cient with the Treasury 
Department to know that the amount 
of tax proposed in any given instance 
is ordinarily not a conclusive indica- 
tion of what will eventually have to be 
paid. 


experience 


Nevertheless, the possibility has 
to be reckoned with just as it does in 
the case of any contingency that is in- 
volved in the financial position which 
is under examination. 

Then there should not only be con- 
sidered the additional tax for years 
which may have already been the sub- 
ject of examination by the Treasury, 
but any additional tax which may 
eventually develop for other vears not 
In my opinion, the 
accountant should endeavor to satisfy 


vet under review. 


himself by his own review as to the 
amount of additional tax which may 
be reasonably in prospect. 


Effect of Taxes on the Income Account 


Now, when it comes to the earnings 
statement, the element of taxes is also 
an important consideration. With the 
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profits tax 3 being left farther 
and farther behind us, it is not quite 
so vital a consideration it for 
but it still needs serious con- 
sideration especially where the earn- 


vears 


as Was 
a time, 


ings are being stated over a period of 
vears going back to the profits tax 
years. 

\ practice developed for a_ time, 
still 


extent, perhaps rather slight now, of 


which is being used to some 
stating the earnings on the basis of 
taxes being charged against the income 
at 
at 


during the vears for which the earn- 


the rates now in force rather than 


the rates at which tax was paid 


ings being stated. I have always 
had 
the soundness of that practice. | 
that 


some 


are 
ome reservation in my mind as to 
can 
justification for 
that in 
The 


gave 


see there is real 
it but 
others it is not a sound practice. 
that 
rise to abnormally large earnings 
the 
rise to abnormally high tax rates and 


in [ can see 


cases, 


same abnormal conditions 
were 
same conditions which also gave 
in some instances at least it seemed to 
me misleading to hold out in effect to 
prospective investors that income was 
likely to realized in the future at 
the high earnings rates of the past, but 
that tax would be paid only at the very 
much lower rates now in force because 


of the elimination of the profits taxes. 


be 


[ doubt whether it is feasible to lay 
down a hard and fast rule. Each case 
needs to its 
facts, but I think it is a practice that 
ought to be used with caution. 
sure, the responsibility for the use of 
this falls on the 
banker more than on the accountant, 


be considered on own 


To be 


practice probably 
but the accountant today is more of an 
adviser than ever he has been before 
and the banker and the lawyer are 
usually glad to get the accountant’s 
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view on a matter of this kind, and cer- 
tainly pav a great deal more attention 
to the accountant’s matters 
of policy, even in the preparation of a 
prospectus, than was true a relatively 


few vears ago. 


views on 


\nother practice which we may con- 
sider with reference to the stating of 
earnings and the relation thereto of 
earnings in 
pectuses, is that of stating the earnings 
before deducting income tax payable 
thereon. There in 


taxes in figures pros- 


are some cases 
which that is a permissible practice. 


lor instance, where the earnings are 


heing stated with a view to. their 
application to bond interest, there 
seems to be a tenable argument for 
stating the earnings before taxes, 


of course, that it is 
made perfectly clear that the earnings 


assuming always, 


are being stated on that basis. 
Bond interest or note interest is a 
deduction the tax return. 
sequently no tax will be pavable until 
the earnings exceed the bond or note 
interest. Accordingly the relation 
between the amount of earnings which 
may be available for interest and the 
amount of that 
shown in a more informing way for 
the investor, and in a perfectly fair 
way from the standpoint of the obligor 
on bonds or notes, than if the earnings 
stated after deducting taxes. Of 
course, to state them after is 
more conservative, but we are speak- 
ing of what may be permissible and 
proper. 


in con- 


interest is perhaps 


are 
taxes 


There is one class of taxes other 
than our own federal income tax, 
where, in determining the amount of 
tax reserves for the balance sheet or 
of the taxes to be applied in stating 
earnings, the accountant may have to 
rely on the opinion of counsel and that 








is in examinations made abroad. 


Those accountants who have been 


handling engagements in Germany 
particularly, [ think, have been find- 
ing that there it is necessary, because 
of the complexity of the tax situation 
and the need for intense specialization 
in consideration of the legal features, 
to rely primarily on the opinion of 
counsel with respect to the amount of 
tax that will probably be pavable, for 
It is 
as good practice in certify- 


instance, under the Dawes Plan. 
regarded 
earnings, 
the 
authority for the provision which has 


ing either balance sheet or 


the accountant to indicate 


tor 
been made for that type of tax. 


Tax Suggestions 


There is one other way in which the 
accountant has contact with the tax 
the kind of transactions 
we have been referring to, namely, re- 


features of 


financing, consolidations and mergers, 
particularly the latter two. I have 
reference to the advice he may be able 
to give advantageously as to the form 
that the transactions shall take. 
have been a number of 


There 
instances dur- 
ing the last few years where tax has 
heen paid because of the form in which 
transactions have been carried through, 
which could readily have been avoided, 
or could have been avoided, even if 
not readily, by a study and considera- 
tion of the situation by some one thor- 
oughly conversant with the tax features 
of such transactions. For instance, in 
similar transactions 
property is transferred by one cor- 
poration to another in such a way as 
to result in a closed transaction and a 
tax is imposed on the transferor, when 
the transaction could have been worked 
uit so that instead of a tax by the 
transferor (vendor) corporation and 


consolidations or 


OURNAL 15 


b dis- 
tribution of the proceeds, the trans- 


another by its stockholders on 
action could be so arranged that the 
stockholders of the vendor corporation 
in effect make the transfer and only one 
tax would be imposed. 

Iverything of that kind is a study 
for itself, and it is hardly feasible to 
vo into the details, but it is just in 
matters of that kind that the account- 
ant can be of value to the 
financial world. It has 
matters of that kind that the 
accountant in recent years especially 
has been proving himself to be much 
more than a mere arithmetician or a 


very great 
business and 


been in 


mathematical wizard, and has been 
demonstrating that he is a man of 
broad insight into the matters that 


come within the scope of his observa- 
tion and study, and that he can make 
practical suggestions as deal 
theoretical 
It has been the expe- 
rience in that suggestions 
the the form which 
transactions may take to minimize the 
taxes are usually welcomed. 


well as 
with the mere technical or 
side of accounts. 
our 
line of 


office 


along 


Form of Certificates 


Limitations of time will permit only 
of throwing out one or two sugges- 
the form of certification, 
whether of the balance sheet or of the 
earnings statement. We are all agreed 
that a fundamental requirement for 
accountants’ certificates, and especially 
those which are appended to so-called 
modified balance sheets and modified 
earnings statements, is that they shall 
be definite and informing and shall not 
withhold information which is essen- 
tial to the correct understanding of the 
financial statement. 

Here again, a great deal of judgment 
is necessary. In re- 


tions on 


some cases of 
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financing or of consolidation or mer- 
wanted to put the 
heading of the moditied balance sheet 
or in the certification, all the details 
of the transactions which are 


ver, if one into 


involved, 
two filled 
with descriptions of such transactions. 


one might have a page or 


Judgment must be exercised to deter- 
mine just what 
does actually require. 


a reasonable disclosure 
This much is certain, that where a 
balance sheet is being prepared or 
stated which gives effect to transac- 
tions after its date, or where the earn- 
ings are being modified in any way 
from the figures actually experienced 
in the past, that fact or that series of 
must be brought out. 
Such a statement, whether a balance 
sheet or an earnings statement, should 
not be open to the construction by a 
reasonably careful reader that it is an 
unmodified balance sheet or earnings 
statement, and there should be suffi- 
cient description of the character of 
transaction, not necessarily the minu- 
tiae thereof, to make clear what has 


facts clearly 


heen given effect to in preparing these 
modified statements. 

illustration the 
The heading of 
or the accountant’s 
certification should show, if it is a fact, 
that effect is being given to the sale 
of the bond issue and the introduction 
of the proceeds into the corporation’s 
balance sheet. On the other hand, I 
think it is the consensus of opinion 
among accountants that the price at 
which the bond issue is sold need not 
be shown. The effect of the price is 
reflected in the dollars and cents that 


L might 
sale of a bond issue. 


use as an 


the balance sheet 


modify the balance sheet and that is 
sufficient disclosure or paints the pic- 
ture sufficiently 
investor. 


for the prospective 
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modifications of 


the 
the earnings to which effect may be 
given in the earnings statement is very 
important. 


Disclosure of 


increasing 
tendency to modify earnings figures 
in stating the experience of the past as 
basis future 
One tendency that seems to 


There is an 


for expectations of 
results. 
be on the increase is to eliminate from 
the actual earnings of the past 
called non-recurring charges on the 
assumption that they will not be in- 
curred in the future. The accountant 
needs to be on his guard that they are 
actually charges which in all proba- 
bility will be non-recurring, and the 
fact that they are excluded must be 


3U- 


clear from the certification. Where 
additional income is introduced, as, 
for instance, the allowance of an 


assumed rate of earning or of interest 
on the new capital that is being put in, 
it is exceedingly important that that be 
clearly brought out so that the investor 
may that the earnings figures 
reported to him, as it were, are not the 
precise earnings of the past, but to 
some extent give effect to anticipations 
of future conditions. 


see 


In considering the subject of modi- 
fied balance sheets the following rules 
which a_ special committee of the 
American Institute of Accountants in 
cooperation with bankers suggested 
several vears ago for the guidance of 
institute 


( 
members of the are of 


interest : 


1. The accountant may certify a statement 
of a company giving effect as at the date 
thereof to transactions entered into subse- 
quently only under the following conditions, 
Viz: 

(a) If the subsequent transactions are the 
subject of a definite (preferably 
written) contract or agreement 
between the company and bankers 
(or parties) who the accountant is 


we 
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satisfied are responsible and able to 
carry out their engagement, 


(b) If the interval between the date of 
the statement and the date of the 
subsequent transactions is reason 
ably short—not to exceed, say, four 
months, 


(c) If the account, after due inquiry, or 
preferably after actual investiga- 
tion, has no reason to suppose that 
other transactions or developments 
have in the interval materially 
affected adversely the position of 
the company; and 

(d) If the character of the transaction 
to which effect is given is clearly 
disclosed, i.e., either at the heading 
of the statement or somewhere in 
the statement there shall be stated 
clearly the purpose for which the 
statement is issued. 


2. The accountant should not certify a 
statement giving effect to transactions con- 
templated but not actually entered into at 
the date of the certicate, with the sole excep- 
tion that he may give effect to the proposed 
application of the proceeds of new financing 
where the application is clearly disclosed on 
the face of the statement or in the certificate 
and the accountant is satisfied that the funds 
can and will be applied in the manner 
indicated. It is not necessary that the pre- 
cise liability shown in the balance sheet 
before adjustment should actually be paid 
out of the new money. It is sufficient, for 
instance, where the balance sheet before the 
financing shows bank loans, if the proceeds 
are to be applied to bank loans which are 
either identical with or have replaced the 
bank loans actually outstanding at the date 
f the balance sheet. Ordinarily, however, 
1e accountant should not apply the proceeds 
of financing to the payment of current trade 
accounts payable, at least not against a 


normal volume of such current accounts 
payable, because there must always be such 
accounts outstanding and the application of 
new money against the outstanding at the 
date of the balance sheet results in showing 

position which in fact could never be 
attained. The accountant may usually best 
satisfy himself that the funds will be applied 
as indicated by getting an assurance from 
the issuing house on the point. 


3. In any description of a statement or in 
any certificate relating thereto it is desirable 
that the past tense should be used. It should 
also be made clear that the transactions 
embodied have been definitely covered by 
contracts. 

}. When the accountant feels that he can- 
not certify to such a hypothetical statement, 
probably because of the length of the period 
which has elapsed since the accounts have 
been audited, he may be prepared to write 
a letter, not in certificate form, stating that 
at the request of the addressee a statement 
has been examined or prepared in which ef- 
fect is given, in his opinion correctly, to pro- 
posed transactions (which must be clearly 
specified). Such letters should be given only 
in very special cases and with the greatest 
care. 

The report of the committee above 
referred to included illustrations of 
balance sheet and certificate and of a 
letter coming within the terms of the 
above rules. The complete report of 
the committee, which constituted a 
helpful service to the accounting pro- 
fession, is found on pages 167-170 of 
the 1923 year book of the Institute. 


Notes 


Mr. T. B. G. Henderson has recently 
been elected a director of the Illinois 
Society of Certified Public Account- 
ants. 


Mr. Prior Sinclair, formerly Man- 
ager of the Cleveland office, is now at 
the New York office in charge of the 
system and other constructive account- 
ing work. Mr. Sinclair has done 
splendid work in Cleveland and it is 
believed that there is a still larger field 
of usefulness for him in the New York 
office. : 

The Ronald Forum for November 
1926, contains an article, “Business 
Mathematics,” by H. M. Spandau, 
M. S., of our New York office. 
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The L. R.B. & M. Journal 


Published by Lybrand, Ross Bros. and 
Montgomery, for free distribution to 
members and employees of the firm. 


The purpose of this journal is to com- 
municate to every member of the 
staff and office plans and accomplish- 
ments of the firm; to provide a me- 
dium for the exchange of sugges- 
tions and ideas for improvements; to 
encourage and maintain a proper 
spirit of cooperation and interest 
and to help in the solution of com- 
mon problems. 
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Automobile Instalment 
Financing. 
The selling of articles of various 
kinds on the instalment or 
payment plan is not new. 
furniture, 


deferred 
For many 
and phono- 
graphs, and to a lesser extent clothing, 
have been sold in that way. Since the 
World War, however, there has been 
an unprecedented increase in 
method of merchandising. 


years pianos 


this 
Not only 
has it increased tremendously in vol- 
ume, but it has been applied to new 
helds. 

lor years after the development of 
the automobile it was the custom of 
the trade to sell to the user only for 
cash. Dealers, too, had to pay the fac- 
tory on the basis of “sight draft against 
bill of lading.”’ All this is now changed. 
Many more automobiles are now sold 
on time than Perhaps the 
automobile purchaser who pays cash 


for cash. 


will soon be as extinct as the dodo. 

The stupendous increase of the last 
few years in the output of automobiles 
and their marketing have been made 
possible only by the widespread use of 
the instalment method of sale. Neither 
the manufacturer nor the dealer have 
in most instances been in a position 
financially—or, wished—to carry the 
time purchasers of automobiles. Com- 
panies have been organized and now 
exist in considerable numbers to finance 
the sale of automobiles on the instal- 
ment plan. 

Jecause of the relatively new branch 
of financial activity represented by the 
automobile finance companies, the ar- 
ticle on “Special Phases of an Auto- 
mobile Financing Company Audit,” 
which appears in this issue of our 
Journat should prove of unusual in- 
terest to the members of our organi- 
zation. 
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‘“‘Ragioniere”’ 


title held by 


talv, seen at the head of this 


he accountants 1n 
t article, 1s 
a witness in itself of the antiquity of 
the profession, it being an expanded 
word “ratio,” 
the 
word came to mean “account 
1494, one 


a friar, wrote a large treatise 


derivation of the Latin 


signifying “reason.” = In middle 


ves, the 


\s early as the veat [Luca 


Paciolo, 


m the 


ol subject of double entry, and his 
theories 


have been appled and used by 
in Italy 


their official formation < 


public authorities ever since 
it the beginning 
sixteenth century. 

The growth of the profession was 
Milan 
written) the Senate, 
founded the first college of 
“Ragionati” on May 20th, 1745. 


itty 


slow but sure, and in (where 


this article was 
\ decree, 
four vears later, alas! politics 
intervened and when the french estab- 
lished the Cisalpine Republic in Milan, 
the college was closed. 

Phe college building, known as the 
‘Palazzo degli Osit” still stands in one 
of the busiest thoroughfares in Milan, 
the 
Milan. 


and is used for storing ancient 
archives of the citv of 
\s in the neighbouring countries in 
[urope, the use of the ragioniere has 
me more and more recognised, es- 
ially as trustees, receivers, etc., in 
They 


strictly to their own sphere. 


bankruptcy. keep, however, 


lo become a ragioniere, the course 


is as follows: a general standard of 


education must be reached, necessitat- 


at least ten vears’ attendance at 


lower and higher schools and four fur- 
The 


pupil is then ready to sit for his so- 


ther years at a technical college. 


C 


DAvit 


O tice 


called final examination, to become an 


ordinary ragioniere. ‘The syllabus, on 
this occasion, is vast, making it 1m- 


possible to have more than a general 


knowledge of each subject. lor ex- 


ample, apart from the study of com- 
mercial subjects, we find such diverse 


items as astronomy, politics and 


calligraphy. The writer can bear wit- 
ness, however, to having seen many 
beautiful examples of account headings 
and titles during the course of audits 
in Italy, a sufficient compensation for 
a study gradually being neglected and 
lost. 

It is interesting to note and compare 
methods as they existed in the middle 
ages. \t that time, to 


“Maestro Ragionato.” 


become a 
it was necessary 
to serve an apprenticeship of something 
like 


ination took place orally in the presence 


fourteen vears. The final exam- 
of the magistrate and doge, and the 
candidate, on the 
number of ducats, was presented with 
his scroll. 

lt a 
a public accountant, he must serve a 
further two vears with 


paving necessary 


ragioniere wishes to practise as 


a “Ragioniere 


Collegiato”’ one inscribed at a col- 
lege) and‘ pass another examination. 


fle is then permitted to work outside 
the sphere of pure accountancy and 
take up legal work. 

\t present, the Ital 
is engaged on recodifying the commer- 
cial laws of the country and one of the 
results will be the further advance of 
the the official world, 
their employment becoming compul- 


an Government 


ragioniere in 


sory in certain cases, such as limited 
companies. 
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Queries Regarding No Par Treasury 


1 


he record in corporauion accounts 


transactions in no par treasury 

brings under consideration much 
of the law and proper practice with 
regard to no par stock. The purpose 
of this note is to raise the question 
whether there is any necessary effect 
on surplus arising from purchase and 
stock. 


sale of no par treasury 


Consideration of the subject may 
properly start with three fundamental 
(1) 


ceived for no par stock is capital of the 
corporation ; (2) acquisition of treas- 


assumptions : consideration re- 


ury stock works at least a temporary 


reduction of capital in the hands of 
the corporation and (3) all shares of 
are 
equal in their rights whether or not 


no par stock of the same class 
equal consideration was paid to the 
corporation for them. 

It is also a fundamental part of the 
law of no par stock that it may be 
issued for varying consideration at 
different times. 
that 
time for $100 cash per share is no bar 


‘or example, the fact 


shares were issued at a certain 
to the issue at another time for $125 
Nevertheless both lots are 


equal in the rights per share after 


per share. 


issue. In other words, successive 
issues of no par stock create a capital 
fund varving in the amount assignable 
to each share without reference to the 
original amount paid for any share. 
The essence of the situation is that, 
whatever the fund happens to be at a 
particular time, each share represents 
an equal fractional interest. The 
logical result seems to be that when 
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capital is parted with by the corpora- 
tion through the acquisition of no par 
there would 
simply be a changed capital fund and a 


stock from stockholders, 
changed number of fractional interests 
therein. It would not 
any ditference, or even to be possible 


seem to make 


to tell, what original contribution to 
capital any one of the retired shares 
represented. 

Therefore, except as the corporation 
expressly provides otherwise, in acqui- 
par 
stock there would seem to be no clear 
rule by which it could be demonstrated 
to what extent the per share capital 
must be changed. Does the mere fact 
that stock is acquired for more than 
consideration for which 
then outstanding 


sition or reissue of no treasury 


the average 
all the 
issued necessarily indicate that sur- 


stock was 


plus has been decreased? There is no 
reason why the corporation should not, 
if it so chooses, use part of surplus for 
acquiring stock but is the inference 
warranted that it did so if 
more than average consideration re- 


it paid 


ceived on the original issue of the 
stock? Similarly, if stock is acquired 
for less than the average consideration 
received when it was issued, is there a 
necessary conclusion that surplus has 
does it remain 
fund, of one 
quantity at one time, represented by a 


been increased? Or, 
true that the capital 


certain number of fractional interests, 
has simply become a different quan- 
tity, represented by a different number 
of fractional interests? Is there 
necessarily any effect on surplus? 














